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Ability to Pay
A concept of tax fairness that people with different
amounts of wealth or different amounts of income
should pay tax at different rates. Wealth includes
assets and property, such as houses, cars, stocks,
bonds, and savings accounts. Income includes wages, 
interest, and dividends.

Adjusted Gross Income
Total income reduced by certain amounts, such as
contributions made to a traditional IRA or student 
loan interest payments.

C r e d i t s
A direct reduction of tax owed. Credits are allowed 
for such purposes as child care expenses, higher 
education costs, qualifying children, and earned
income of low-income taxpayers.

D e p e n d e n t
A person who relies on someone else for support. 
A taxpayer may claim an exemption for a dependent 
if certain conditions (dependency tests) are met.
Taxpayers cannot claim themselves or their spouses 
as dependents.

D i v i d e n d s
A corporation’s distributions to its shareholders from
its earnings and profits.

Earned Income
Includes wages, salaries, tips, net earnings from self-
employment, and other income received for personal
services.

Earned Income Credit
A credit that can be paid to low-income workers, even
if no income tax was withheld from the worker’s pay.
To receive the credit, a qualified taxpayer must file a
tax return.

IRS e-file
IRS e-file uses automation to replace most of the man-
ual steps used to process paper returns. The informa-
tion on a tax return is transmitted electronically to an
IRS computer where it is automatically checked and
processed. Refunds can go into the taxpayer’s savings
or checking account by Direct Deposit. Electronic 
filing is faster and more accurate.

Exempt (from Withholding)
Free from withholding of federal income tax. Must
meet certain income, tax liability, and dependency 
criteria. Does not exempt a person from other kinds 
of tax withholding, such as social security tax. 

Exemption (Personal or Dependency)
Amount that taxpayers can claim for themselves, their
spouses, and eligible dependents. The total is subtract-
ed from adjusted gross income before tax is figured 
on the remaining income (taxable income). 

Federal/State e-file
Program, sponsored by IRS in partnership with 
participating states that allows taxpayers to file 
federal and state income tax returns electronically 
at the same time.

Gross Income
Money, goods, and property a person received that
must generally be reported on a tax return and may 
be included in taxable income.

Interest Income
Income a person receives from certain financial
accounts or from lending money to someone else.

Standard Deduction
An amount provided by law and based on filing status,
age, blindness, and dependency that taxpayers may
deduct from their adjusted gross income before tax is
determined. 

Tax Withholding
Money that an employer holds back from an employ-
ee’s pay to pay part or all of the employee’s taxes.

Taxable Income
The income on which tax is figured.

TeleFile
Filing returns over touch-tone phone. The taxpayer
must receive a Tele-File package by mail and qualify
to use Form 1040EZ.

1040PC
A condensed paper tax return prepared on a personal
computer using IRS-accepted tax preparation software,
plain paper, and a printer. The return is mailed.
Refunds go into the taxpayer’s savings or checking
account by Direct Deposit.

Unearned Income
Income other than payt for work performed. Interest
and dividends from savings or investments are com-
mon types of unearned income

Withholding Allowance
Claimed by an employee on Form W-4. An employer
uses the number of allowances claimed, together with
income earned and marital status, to determine how
much income tax to withhold from wages.

G L O S S A R Y  O F  K E Y  T E R M S
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FORM W-4
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FORM W-4 cont.
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A R E  Y O U  E X E M P T  F R O M

W I T H H O L D I N G ? *

Can someone else claim you

as a dependent?

You CANNOT

claim exemption

from withholding.

Do you have any unearned

income (such as dividends

or interest?)

Did you pay any

federal income tax

last year? (Or was

any amount that

was withheld NOT

refunded to you?)

Do you expect to

owe ANY federal

income tax this

year? (Will your

refund be LESS

than the total fed-

eral tax withheld?)

You CAN claim

exemption from

withholding.

NO

NO

NO

NO

NO

YES

YES

YES

YES

YES

Is your total income MORE

than $700 for 2000 and

includes more than $250 of

unearned income.

* Different amounts apply if you are blind. All questions and case studies in this lesson use the amounts shown here
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THE DEPENDENCY TESTS

There are five tests to determine whether someone is your dependent: mem-
ber of household or relationship, joint return, citizenship, gross income, and
support tests.

You are allowed one exemption for each person you can claim as a depen-
dent. Each dependent must meet all five of the following tests:

Your dependent must be either your relative or someone who lived in your
home as a member of your household all year; the relationship must not 
violate local law.

The following are considered your relatives:
● Your child. Your child includes your son, daughter, stepchild,

adopted child; a child who lived in your home as a family mem-
ber, if placed with you by an authorized placement agency for
legal adoption; or a foster child (any child who lived in your home
as a family member for the whole year).

● Your grandchild, great-grandchild, etc.
● Your son-in-law, daughter-in-law.
● Your parent, grandparent, stepparent, parent-in-law.
● Your brother, sister, stepbrother, stepsister, brother-in-law, sister-

in-law, half-brother, half-sister. 
● If related by blood, your aunt, uncle, nephew, niece.
● Any person, related or not, who was a member of your household

for the entire year, except for anyone who was your spouse at any
time during the year.

If your child is under age 19 at the end of the tax year or under age 24 and 
a full-time student, he or she does not have to meet the gross income test.
Your child age 19 or over and who is not a full-time student under age 
24 can meet this test only if his or her gross income was less than $2,800 
for 2000.

Other relatives or household members must have gross incomes of less than
$2,800 for 2000.

An individual may meet the support test if you contribute more than 50% of
his or her total support during the calendar year.

If you contributed more than 10% of someone’s support and together with
others contributed more than half, you or one of the others who contributed
more than 10% may meet the support test. You and the other contributors
have to decide who will claim the person as a dependent if the other four
tests are met.

If you, either alone or together with others, contributed 50% or less of
someone’s support, you cannot claim that person as a dependent.

The dependent must be a U.S. citizen or resident alien, a resident of Canada
or Mexico, or your adopted child who is not a U.S. citizen but lived in your
home the entire year. 

Generally, your married dependent cannot file a joint return with his or 
her spouse.

Note: If neither the dependent nor the dependent’s spouse is required to file
but they file a joint return to get a refund of all tax withheld, you may claim
him or her if the other four tests are met.

Test 1: Relationship or Member
of Household Test

Test 2: Gross Income Test

Test 3: Support Test

Test 4: Citizenship or Resident Test

Test 5: Joint Return Test
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E X A M P L E S

EXAMPLE 1

Jay R. Blue is single and works a few hours each month at his uncle’s shop. Jay had no income tax liability
last year, and he expects to earn between $300 and $400 in wages this year. He also expects to receive about
$75 in interest income. His parents claim him as a dependent on their tax return. His Personal Allowance
Worksheet and Form W-4 are shown here:
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E X A M P L E S

EXAMPLE 2

Denise L. Brown started a new job. She expects to earn about $24,000 this year. Her husband, Jeffrey, works
too, and he claims two allowances on Form $-4 for his job. He expects to earn about $25,000. The Browns
also expect to receive about $400 in interest. Denise wants her employer to withhold $3 from each paycheck,
to make sure she and Jeffrey will not owe tax at the end of the year. Denise’s Personal Allowances
Worksheet and Form W-4 are shown below.


